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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal

of

Account

should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor of
the Students' Department.]
ancy

Examination

in

Accounting Theory

and

Practice—Part I

November 15, 1934, 1.30 P. M. to 6.30 P. M.
Solve all problems.

No. 4 (15 points):
On April 1, 1929, a company sold $500,000 of its first-mortgage bonds at 90.
The bonds matured to the amount of $50,000 on each of the next ten anniver
saries of the date of issue. Those due in 1930 were paid; those due in 1931 were
not paid but by agreement with the holders were extended for one year. During
1930 the company borrowed from its officers 1,250 shares of its own capital
stock of a par value of $100 each (out of 1,300 shares outstanding) and obtained
a bank loan of $100,000 with these borrowed shares as collateral. Interest was
paid on this loan and on the bonds, but the bond maturities in 1932 were not
met. The officers resigned and were replaced by executives approved by the
creditors. The collateral to the bank loan was offered for sale at public
auction and bought in by the bank for $20,000, which was applied in reduction
of the loan. Thereafter the new officers of the company, in their personal and
private capacities, entered into an agreement with the bank, which contained
the following provisions:
(1) The bank agreed to sell and the officers to buy the 1,250 shares of stock
for $20,000 payable at the rate of $500 per month plus interest,
beginning January 1, 1933.
(2) The officers agreed to seek a five-year extension of the maturities on all
bonds which by their face were due on or after April 1, 1933; these
efforts were made and proved successful before that date arrived.
(3) The bank agreed to (and did) acquire all of the bonds which had ma
tured on April 1, 1932, and agreed further that it would not exercise
any of its rights to enforce collection of either these past-due bonds or
of the now unsecured loan so long as (a) the officers were not in default
on their stock-purchase obligations and (b) interest on the past-due
bonds and the unsecured loan was paid currently; provided, however,
that the company made quarterly payments, to apply on the principal
of the past-due bonds and unsecured notes, equal to as many mul
tiples of $5,000 as might be paid from the sum of its net income and
the net accretion to its depreciation reserve, computation of these
amounts to begin as at April 1, 1933, and to be cumulative, and
payment to be made within thirty days after the close of each quarter.
During its fiscal year ended March 31, 1934, the company’s net income
before depreciation was respectively $8,000, $16,000, $14,000, and $12,500 for
the first, second, third and fourth quarters; expenditures for replacements
charged against its depreciation reserve were respectively $4,500 and $6,000 for
the first and second quarters. All interest obligations were met and payments
to apply on the principal of past-due bonds and on the unsecured loan were
made in accordance with the agreement outlined above. At March 31, 1934,
the company's only indebtedness other than that discussed herein consisted of
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audited vouchers for current purchases and expenses amounting to $35,000,
including interest due April 1, 1934, and its surplus was $67,500.
1. Prepare a statement showing the liabilities side of the company’s balancesheet at March 31, 1934, in such form as in your opinion would merit an
unqualified certificate.
2. Explain any changes which you would make in that statement if the
company had been a party to the agreement outlined above.
3. Explain how the amortization of the cost of floating the bond issue in 1929
would be effected by the extension secured in 1933.
Solution:

(1) It may be assumed that the company has a liability to the former officers
in the amount of $20,000 which was the selling price of the stock which these
officers had pledged as collateral to the $100,000 bank loan.
The amount of the indebtedness to the bank is computed as follows:

Unsecured notes:
Loan made during 1930...........................................
Less the amount received from the sale of pledged
stock.........................................................................
Total unsecured...................................................
Secured bonds:
Bonds maturing during 1931 which were extended
to 1932..................................................................
Bonds maturing during 1932......................................
Total secured.......................................................

$100,000

20,000
...............

$ 80,000

$ 50,000
50,000
——-----

100,000

$180,000

Total.....................................................................

Against this indebtedness, there was applied $40,000 “from the sum of its net
income and the net accretion to its depreciation reserve,” as shown below:
Net income before depreciation:
First quarter................................................................
$ 8,000
Second quarter.............................................................
16,000
Third quarter...............................................................
14,000
Fourth quarter.............................................................
12,500
----------- $ 50,500
Expenditures for replacements, charged against depre
ciation reserve:
First quarter................................................................ $ 4,500
Second quarter.............................................................
6,000
10,500
Amount paid to bank.....................................................
The application to the two different classes of debt
follows:
Amount
of indebtedness
Prorata
80/180 $ 80,000
Unsecured notes.............. ..........
100,000
Secured bonds.................. .......... 100/180

$180,000

Totals........................
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is made prorata, as
Balance,
Amount March 31,
1934
credited
$ 17,778 $ 62,222
22,222
77,778
$ 40,000

$140,000
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A Company
Balance-sheet—March 31, 1934
Liabilities and capital

Current liabilities:
Accounts payable........................................................
Due to former officers.................................................

$ 35,000
20,000
-----------

$ 55,000
Liabilities subject to extension agreement:
Unsecured notes......................................................
$ 62,222
First mortgage bonds—past due................................
77,778
----------140,000
First mortgage bonds (payable $50,000 a year begin
ning April 1, 1938)..................................................
350,000
Capital:
Capital stock—authorized and outstanding, 1,300
shares of a par value of $100 each...................... $130,000
Surplus.........................................................................
67,500
197,500
Total.........................................................................

$742,500

(2) If the company had been a party to the agreement to repurchase the
capital stock (1,250 shares) held by the bank, the amount of the unpaid balance
[$20,000 —(15 x $500)] $12,500 would be shown as a liability. The “Contract
to purchase capital stock, $20,000” would be shown on the asset side.
(3) The following table of bond discount amortization was probably pre
pared at the time the bonds were issued, April 1, 1929.
The “A” Company
Schedule of bond discount amortization
April 1, 1929

Year
ending
March 31st
1930........................................
1931........................................
1932........................................
1933........................................
1934........................................
1935........................................
1936........................................
1937........................................
1938........................................
1939........................................
Totals................ ...........

Bonds
outstanding
$ 500,000
450,000
400,000
350,000
300,000
250,000
200,000
150,000
100,000
50,000

Fraction
50/275
45/275
40/275
35/275
30/275
25/275
20/275
15/275
10/275
5/275

Amortization
$ 9,090.91
8,181.82
7,272.73
6,363.64
5,454.55
4,545.45
3,636.36
2,727.27
1,818.18
909.09

$2,750,000

275/275

$50,000.00

If it may be assumed that the bond discount for the years ended March 31,
1930,1931,1932, and 1933 ($30,909.10) was written off to expense, the remain
ing balance ($19,090.90) should be amortized according to the following
revised schedule.
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The “A” Company
Revised schedule of bond discount amortization
April 1, 1933

Year
ending
March 31st
1934......................... .............
1935......................... .............
1936......................... .............
1937.........................................
1938......................... .............
1939......................... .............
1940......................... .............
1941......................... .............
1942........................................
1943........................................
1944........................................

Bonds
outstanding
$ 350,000
350,000
350,000
350,000
350,000
300,000
250,000
200,000
150,000
100,000
50,000

Fraction
35/280
35/280
35/280
35/280
35/280
30/280
25/280
20/280
15/280
10/280
5/280

Amortization
$ 2,386.36
2,386.36
2,386.36
2,386.36
2,386.36
2,045.45
1,704.55
1,363.64
1,022.73
681.82
340.91

Totals............ ...............

$2,800,000

280/280

$19,090.90

No. 5 (10 points):
Adams and Bede commence in business in copartnership on January 1, 1930.
Adams contributes $40,000 as capital and Bede $25,000. It is agreed that
profits will be divided in the proportions of ⅔ to Adams and ⅓ to Bede and
that 6% interest per annum will be credited on the original capitals. No
interest is to be charged on drawings or credited on any excess of interest and
profits over drawings. During the term of the partnership Adams' drawings
amount each year to $10,000 and Bede's to $7,500. At the close of business on
December 31, 1932, Bede retires from the firm and is paid from partnership
funds the balance standing to the credit of his capital account. The net
profits of the partnership were proportionate to the sales which for the three
years ended December 31, 1932, respectively, amounted to $250,000, $200,000
and $175,000. Adams will continue the business as a sole trader and at the
commencement of business on January 1, 1933, prepares the following state
ment from the books:
Cash............................................................................... $ 10,203.16
Accounts receivable......................................................
16,813.87
Inventories....................................................................
24,311.97
Prepaid expenses...........................................................
250.00
Fixed assets...................................................................
40,000.00
Goodwill........................................................................
15,000.00
$106,579.00

Accounts payable..........................................................
Notes payable...............................................................
Accrued liabilities.........................................................

$ 24,861.05
15,000.00
750.00

Reserves:

For bad debts............................................................
Depreciation..............................................................

2,500.00
12,000.00

Capital...........................................................................

$ 55,111.05
51,467.95
$106,579.00

Prepare a statement of the partners’ capital accounts for the three years
ended December 31, 1932.
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Solution:

The profits for the three years may be determined as follows:
Net worth, January 1, 1933....................................
Withdrawals:
Adams ($10,000 per year)................................... $30,000.00
Bede ($ 7,500 per year)...................................
22,500.00

52,500.00

$103,967.95

Total.................................................................

Original contributions of capital, January 1, 1930:
Adams...............................................................
Bede..................................................................

$51,467.95

$40,000.00
25,000.00

Profit for the three years.................................

65,000.00
$38,967.95

The statement of the yearly profits, interest on original capitals, and remaining
profits follows:
Interest on
original
Remaining
Sales
Year
Fraction
capitals
Profits
profits
1930........
$250,000.00 250/625 $15,587.18 $ 3,900.00 $11,687.18
1931........
200,000.00 200/625
12,469.74
3,900.00
8,569.74
1932........
10,911.03
175,000.00 175/625
3,900.00
7,011.03
Totals... . .

$625,000.00 625/625

$38,967.95

$11,700.00

$27,267.95

Adams and Bede

Statement of partners’ capital accounts
for the period January 1, 1930, to January 1, 1933
Adams
(⅔)

Bede
(⅓)

Total

$40,000.00

$25,000.00

$65,000.00

2,400.00
7,791.45

1,500.00
3,895.73

3,900.00
11,687.18

Totals.........................................
Withdrawals during the year.......

$50,191.45
10,000.00

$30,395.73
7,500.00

$80,587.18
17,500.00

Balance, January 1, 1931.............
1931:
Interest on original capital for the
year............................................
Remaining profits for the year....

$40,191.45

$22,895.73

$63,087.18

2,400.00
5,713.16

1,500.00
2,856.58

3,900.00
8,569.74

Totals.........................................
Withdrawals during the year.......

$48,304.61
10,000.00

$27,252.31
7,500.00

$75,556.92
17,500.00

Balance, January 1, 1932.............

$38,304.61

$19,752.31

$58,056.92

1930:
Original contributions, January 1,
1930............................................
Interest on original capital for the
year............................................
Remaining profits for the year....
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1932:
Interest on original capitals for the
year.........................................
$2,400.00
Remaining profits for the year....
4,674.02

$1,500.00
2,337.01

$3,900.00
7,011.03

Totals.........................................
Withdrawals during the year........

$45,378.63
10,000.00

$23,589.32
7,500.00

$68,967.95
17,500.00

Balance, January 1, 1933.............

$35,378.63

$16,089.32

$51,467.95

No. 6 (5 points):
A and B were partners under an agreement that the profits were to be
equally divided and that A was to furnish one fourth and B three fourths of the
capital actually used during each calendar year, interest at 6% per annum to
be charged or credited on any differences.
Examine the following transcripts of their capital accounts and ascertain
whether or not the entries at the end of the year were correctly made.
A—Capital
Debits
Credits
Jan. 1, 1933..............
$10,000
Sept. 1, 1933 Withdrawal.......
$3,000
Dec. 31
P. & L....
4,400
Dec. 31
Interest on above
60
for 4 months..
B—Capital
Debits
Credits
$30,000
Withdrawal....... $2,000
Jan. 1, 1933..............
July 1, 1933
4,400
Dec. 31
P. & L....
Dec. 31
Interest on above
for 6 months..
60
Solution:

Computation of average capital of the partners:
Partner A:
8/12 of $10,000....................................................
4/12 of 7,000....................................................
Average capital for the year...........................
Partner B:
6/12 of $30,000....................................................
6/12 of 28,000....................................................
Average capital for the year............................
Total average capital of both partners..................

$ 6,666.67
2,333.33
$ 9,000.00

$15,000.00
14,000.00

29,000.00
$38,000.00

A was to furnish 1/4, and B
of the total capital for the year. The follow
ing statement shows the excess or deficiency of capital of the partners.

Capital

Agreed

Excess or
Furnished deficiency*

Partners:
A(1/4)...................... .................
B(3/4).......................... .................

$ 9,500.00
28,500.00

$ 9,000.00
29,000.00

$ 500.00*
500.00

Totals...................... .................

$38,000.00

$38,000.00

$
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The entries made at the end of the year are incorrect. The interest charges
to both accounts may be considered as charges against the equal distributions
of profits, and the following entry should be made to correct the accounts.
A capital...............................................................
B capital...........................................................
To charge A and credit B with interest at 6%
per annum on the $500 excess and deficiency in
their capital accounts as agreed.

$30.00

$30.00

No. 7 (5 points):
The Theatre Company rented films from the Film Company and agreed to
pay as rental 15% of the Theatre Company’s gross receipts up to a point where
it earned a profit (before deducting the rental) equal to one-half of the total
rental and beyond that point at the rate of 50% of the gross receipts.
Calculate the film rental for a period in which the gross receipts amounted
to $1,000 and the expenses (other than rental) amounted to $400.
Solution:

The rental is made up of two amounts:
A. 15% of the gross receipts up to a point where the theatre earns a
profit equal to one-half of the total rental, and
B. 50% of the gross receipts beyond that point.
Hence, if we let X represent the gross receipts on which the 15% rental
is paid ($1,000—X) will represent the remainder of the gross receipts, and
.15X=the rental under A
.50 ($1,000—X) =the rental under B
.15X+.50 ($1,000—X) = total rental
$500 — .35X =total rental

From (A) above,

X —$400 (expenses) = one-half the total rental
and 2X—$800=total rental
Therefore 2X - $800 = $500 - .35X
2.35X = $l,300
X = $553.19

Computation of rental:
A.
B.

15% of $553.19
=$82.98
50%of ($1,000-$553.19)= 223.40
Total

$306.38

Proof:
Gross receipts on which A is computed (X)..
Less: expenses................................................
Profit thereon, before rental..........................
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$553.19
400.00

$153.19, which is one-half the
total rental.
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Examination

in

Accounting Theory and Practice—Part II

November 16, 1934, 1.30 P. M. to 6.30 P. M.
Solve all problems.

No. 1 (30 points):
On December 31, 1928, the Star Drug Company with an outstanding capital
of $500,000, the Mormon Drug Company with an outstanding capital of
$400,000 and the Gulf Drug Company with an outstanding capital of $450,000
—all shares of $100 each—merged into one operating company known as
Continental, Inc. with a capital stock issue of 1,350,000 shares of no par value.
The stockholders of the three merging companies received the 1,350,000
shares in return for their aggregate holdings of $1,350,000 par, i.e. 100 shares of
Continental, Inc. for each share of the merging companies. On the above date
Continental, Inc. also took over all the assets and liabilities of the three com
panies. Their individual charters were, however, kept alive.
On December 31, 1933, five years later, the balance-sheet of Continental,
Inc. was:
Assets
Cash.............................................................................
$ 150,000
Accounts receivable....................................................
Star Drug Co. customers........................................ $ 125,000
Mormon Drug Co. customers.................................
100,000
Gulf Drug Co. customers........................................
70,000
295,000
Inventory:
Star Drug Co. products, materials, etc..................
Mormon Drug Co. products, materials, etc...........
Gulf Drug Co. products, materials, etc..................

140,000
120,000
115,000

375,000

Plant and equipment at present values appraised on
December 31, 1933—
Star Drug Co. plant................................................
Mormon Drug Co. plant.........................................
Gulf Drug Co. plant...............................................

1,500,000
1,300,000
1,000,000

3,800,000
$4,620,000

Liabilities

Accounts payable........................................................
$ 89,000
Bonds of subsidiary companies
Star Drug Company............................................ $1,197,400
Mormon Drug Company........................................
783,160
Gulf Drug Company...............................................
519,440 2,500,000
Capital stock outstanding...........................................
Surplus.........................................................................

785,000
1,246,000
$4,620,000

At December 31,1933, Continental, Inc.’s stockholders decided to decentral
ize and restore to each of the original companies its proportion of assets and
liabilities. The net worth was to be prorated on the basis of each company's
capital investment on December 31, 1928, and it was found that the Star Drug
Company was to receive 40%, the Mormon Drug Company 36% and the Gulf
Drug Company 24%.
On December 31, 1928, the three merging companies owned each other’s
stock as follows:
The Star Drug Company owned—
1,200 shares Mormon Drug Co., cost.......................... $ 100,000
2,500 shares Gulf Drug Co., cost.................................
200,000
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The Mormon Drug Company owned—
1,000 shares Gulf Drug Co., cost............................. $ 75,000
500 shares Star Drug Co., cost.................................
50,000
The Gulf Drug Company owned—
50 shares Mormon Drug Co., cost.................
10,000
400 shares Star Drug Co., cost.................................
30,000
A summary of Continental, Inc.’s surplus shows:
Surplus of merging companies—December 31, 1928
Star Drug Company................................................. $ 190,000
Mormon Drug Company..............................................
375,000
Gulf Drug Company.....................................................
81,000
Excess of par over book value of intercompany holdings
100,000
Earnings of five years......... .............................................
892,500
$1,638,500
Less: dividends paid .......................................................
392,500
Balance, December 31, 1933........................................

$1,246,000

It was decided that in the redistribution each of the three companies would
receive a proportionate share of the cash; its own accounts receivable and in
ventory; its original investments in the other companies at original cost to
itself and its own plant and equipment. On the other hand, each would
assume a proportionate share of the current liabilities but would become wholly
liable for its own outstanding bonds. All differences were to be charged or
credited to current account for future settlement.
From the foregoing data prepare:
1. A statement showing in columnar form the balance-sheets of the three
drug companies after decentralization on December 31, 1933.
2. A statement showing that the adopted ratio 40: 36: 24 approximately
agrees with the proportions existing on December 31, 1928.
Solution:

(1) A statement showing in columnar form the balance-sheets of the three
drug companies after decentralization on December 31, 1933:
Morman
Gulf
Star
Drug
Drug
Drug
Company Company Company
Assets
Current assets:
Cash............................................... ... $ 60,000 $ 54,000 $ 36,000
125,000
100,000
70,000
Accounts receivable......................
140,000
120,000
115,000
Inventories....................................

Total current assets.................. ...

$ 325,000 $ 274,000 $ 221,000

14,760 $

Due from Gulf Drug Company.... . . .

$ 106,400 $

Plant and equipment........................ ...

$1,500,000 $1,300,000 $1,000,000

Investment (at cost):
Star Drug Company.....................
Mormon Drug Company.............. ...
Gulf Drug Company.....................

$ 100,000
200,000

$

50,000 $

30,000
10,000

75,000

Total investments..................... ...

$ 300,000 $ 125,000 $

Total assets................................ ...

$2,231,400 $1,713,760 $1,261,000
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Liabilities and net worth

Accounts payable............................... ..
Due to Star Drug Company..............
Due to Mormon Drug Company....
Bonds outstanding.............................

$

35,600 $

32,040 $

783,160

1,197,400

21,360
106,400
14,760
519,440

Total liabilities............................ ..

$1,233,000 $ 815,200 $ 661,960

Net worth:
Capital stock................................... ..
Surplus............................................

$ 500,000 $ 400,000 $ 450,000
498,400
498,560
149,040

Total net worth........................... ..

$ 998,400 $ 898,560 $ 599,040

Total liabilities and net worth....

$2,231,400 $1,713,760 $1,261,000

The following adjusting entries and working papers are presented for ex
planatory purposes only. This section of the problem can readily be solved by
the candidate without the use of detailed working papers, although comments
and tables similar to those following entry No. 5 should be included with the
solution.
Explanatory adjusting entries
(1)
Cash:
Star Drug Company..............................
Mormon Drug Company........................................
Gulf Drug Company...............................................

$

60,000
54,000
36,000

Cash....................................................
To record the distribution of cash on the basis of
the adopted ratio 40: 36: 24.

$150,000

(2)
Accounts payable......................................
$
Accounts payable:
Star Drug Company............................................
Mormon Drug Company...................
Gulf Drug Company..........................
To record the distribution of the accounts payable
on the basis of the adopted ratio 40: 36: 24.

(3)
Investments: (at cost)
Star Drug Company:...........................................
Mormon Drug Company.................. $100,000
Gulf Drug Company....................... .
200,000
Mormon Drug Company:....................
Gulf Drug Company....................... •
75,000
Star Drug Company.........................
50,000
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300,000
125,000

Students' Department
Gulf Drug Company:...........................
$ 40,000
Mormon Drug Company.................
$ 10,000
Star Drug Company.........................
30,000
Surplus (excess of par over book value, of inter
company holdings).......................................
100,000
Capital adjustment account...................................
To record distribution of investments at cost.

$ 565,000

(4)
Capital stock...............................................................
785,000
Capital adjustment account.......................................
565,000
Capital stock:
Star Drug Company............................................
$ 500,000
Mormon Drug Company....................................
400,000
Gulf Drug Company...........................................
450,000
To record the redistribution of the capital stock of
the foregoing companies.
(5)
Surplus......................................................................... $1,146,000
Surplus:
$ 498,400
Star Drug Company............................................
498,560
Mormon Drug Company....................................
149,040
Gulf Drug Company...........................................
To record the distribution of the surplus account in
the adopted ratio of 40: 36: 24, after allowing for
the distribution of the capital stock.
The combined net worth of the three companies on December 31, 1933, may
be computed as follows:
Net worth of Continental, Inc.:
Capital stock........................................................ $ 785,000
Surplus.................................................................
1,246,000 $2,031,000

Inter-company stock holdings:
Star Drug Company........
Mormon Drug Company. . .
Gulf Drug Company...........

$ 300,000
125,000
40,000

Total.................................

465,000
$2,496,000

This net worth is to be distributed on the adopted basis of 40: 36: 24.
Company
Star Drug Company..............
Mormon Drug Company....
Gulf Drug Company.............

Totals............................. ..

Net Capital stock
worth
(entry No. 4)
$ 500,000
$ 998,400
898,560
400,000
450,000
599,040

$2,496,000

229

$1,350,000

Surplus
(entry No. 5)
$ 498,400
498,560
149,040

$1,146,000

230

Totals ...............................................................................................

Sub-total.................................................................................................
Star Drug Company:
Due from Gulf Drug Company ...................................................
Mormon Drug Company:
Due from Gulf Drug Company ...................................................

Accounts receivable:
Star Drug Company ..........................................................................
Mormon Drug Company ..................................................................
Gulf Drug Company .........................................................................
Inventories:
Star Drug Company ..........................................................................
Mormon Drug Company ..................................................................
Gulf Drug Company .........................................................................
Plant and equipment:
Star Drug Company ..........................................................................
Mormon Drug Company ..................................................................
Gulf Drug Company .........................................................................
Investments (at cost) :
Star Drug Company:
Mormon Drug Company ..........................................................
Gulf Drug Company .....................................................................
Mormon Drug Company:
Gulf Drug Company .................................................................
Star Drug Company ......................................................................
Gulf Drug Company:
Mormon Drug Company ..............................................................
Star Drug Company ......................................................................

Cash .........................................................................................................
Star Drug C om pany. .... ...................................................................
Mormon Drug Company ..................................................................
Gulf Drug Company .........................................................................

Assets

Continental, I nc.

‘

100,000
200,000

$4,620,000

106,400
14,760
(6)

10,000
30,000

(6)

(3)
(3)

(3)
75,000
(3)
50,000

$2,231,400

106,400

$2,125,000

100,000
200,000

$1,713,760

14,760

$1,699,000

75,000
50,000

$1,261,000

$1,261,000

10,000
30,000

1,000,000

1,300,000

1,500,000

1,500,000
1,300,000
1,000,000

36,000

115,000

$

120,000

54,000

140,000

$

Gulf

Drug
Company

140,000
120,000
115,000

60,000

Mormon
Drug
Company

70,000

$

Star
Drug
Company

100,000

(3)

60,000
54,000
36,000

(1)$ 150,000

>

125,000

(3)

(1)
(1)

(1)$

Debit
Credit

Adjustments
---------------- —

<

125,000
100,000
70,000

$ 150,000

Trial
balance

Balance-sheet—working papers December 31, 1933
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Totals ..............................................................................................

Sub-total.................................................................................................
Gulf Drug Company:
Due to Star Drug Company ...................................................... ..
Due to Mormon Drug Company ....................................................

Star Drug Company ..........................................................................
Mormon Drug Company ..................................................................
Gulf Drug Company .........................................................................
Capital adjustment account .................................................................

Liabilities and Capital
Accounts payable ...................................................................................
Star Drug Company ..........................................................................
Mormon Drug Company ..................................................................
Gulf Drug Company .........................................................................
Bonds of subsidiary companies:
Star Drug Company ..........................................................................
Mormon Drug Company ..................................................................
Gulf Drug Company .........................................................................
Capital stock ..........................................................................................
Star Drug Company ..........................................................................
Mormon Drug Company ..................................................................
Gulf Drug Company .........................................................................
Surp lus .....................................................................................................
1,246,000

1,197,400
783,160
519,440
785,000

89,000

$4,620,000

$

{

89,000

(4)

$3,421,160

565,000

(3) 100,000

(4) 785,000

(2) $

'

106,400
14,760

498,400
498,560
149,040
565,000

500,000
400,000
450,000

$35,600
32,040
21,360

$3,421,160

(6)
(6)

(5)
(5)
(5)
(3)

(4)
(4)
(4)

(2)
(2)
(2)

$2,231,400

$2,231,400

498,400

500,000

1,197,400

$ 35,600

498,560

400,000

783,160

32,040

$1,713,760

$1,713,760

$

149,040

450,000

519,440

21,360

$1,261,000

106,400
14,760

$1,139,840

$
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The differences between the net worths of the companies shown above,
and the distribution of cash, accounts payable, and their own assets and bonds,
is to be adjusted by means of current accounts as between the companies.
The entry to record these current accounts follows:
(6)
Star Drug Company:
Due from Gulf Drug Company.............................. $106,400
Mormon Drug Company:
Due from Gulf Drug Company..............................
14,760
Gulf Drug Company:
Due to Star Drug Company...........................
Due to Mormon Drug Company........................
To record the adjustments in the current accounts
of the decentralizing companies.

$106,400
14,760

(2) A statement showing that the adopted ratio 40: 36: 24 approximately
agrees with the proportions existing on December 31, 1928:

Companies

Star Drug Company.............. ...
Mormon Drug Company....
Gulf Drug Company.............

Totals............................. ...

Adopted
ratio

Book
values

Under,
or over*

$ 975,120.48 $ 972,591.24 $2,529.24
875,332.11 1,060.95
876,393.06
583,554.74 3,590.19*
579,964.55

$2,431,478.09 $2,431,478.09 $

The net worth of the three companies at December 31, 1928, may be ana
lyzed as follows:
Star
Mormon Gulf
Drug
Drug
Drug
Company Company Company
Total

Capital stock................................. $500,000 $400,000 $450,000 $1,350,000
Surplus..........................................
190,000 375,000
81,000
646,000

Total net worth..................... $690,000 $775,000 $531,000 $1,996,000
Inter-company stockholdings (at
cost):
Star Drug Company.................
$ 50,000 $ 30,000 $ 80,000
Mormon Drug Company.......... $100,000
10,000
110,000
Gulf Drug Company................. 200,000
75,000
275,000

Total inter-company holdings $300,000 $125,000 $ 40,000 $ 465,000
Net assets, other than inter-com
pany stockholdings at cost.... $390,000 $650,000 $491,000 $1,531,000
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It may be assumed that the inter-company stockholdings were carried on
the books of the several companies at cost. The book values of these holdings
are unknown, but may be determined by the following method:

Let S=the adjusted net worth of the Star Drug Company.
M =the adjusted net worth of the Mormon Drug Company.
G = the adjusted net worth of the Gulf Drug Company.

S =$390,000 +1,200/4,000M+2,500/4,500G, or
(1) S = $390,000 + .3M+5/9G.
M =$650,000+1,000/4,500G+500/5.000S, or
(2)M =$650,000+2/9G+.lS
G=$491,000+50/4,000M+400/5,000S, or
(3) G = $491,000 + .0125M+.08S
Eliminate the fraction by multiplying (1) and (2) by 9:
(4) 9S = $3,510,000+2.7M+5G
(5)9M =$5,850,000+2G+.9S
Transpose (3), (4), and (5):
(6)- .08S — .O125M+ G = $ 491,000
(7) 9. S—2.7 M-5G = $3,510,000
(8)- .9 S+9.
M — 2G = $5,85O,OOO
Multiply (7) by 2 and (8) by 5; and subtract:
(9)+18.0S- 5.4M- 10G = $ 7,020,000
(10)- 4.5S+45.0M —10G= 29,250,000
(11) 22.5S-50.4M
=-$22,230,000
Multiply (6) by 2 and change signs and subtract (8) therefrom:
(12)- .16S— .025M+ 2G= $ 982,000
( 8)+ .90S—9.000M+ 2G=-$5,850,000
(13) - 1.06S+8.975M = +$6,832,000
Change signs in (13):
(14)+1.06S—8.975M

Multiply (11) by 1.06 and
(15)23.85S— 53.4240M
(16)23.85S — 201.9375M
(17) +148.5135M
(18)

M

=-$6,832,000
(14) by 22.5; and subtract:
= -$ 23,563,800
= -$153,720,000
=+$130,156,200
=

$

876,393.06

Substitute $876,393.06 for M in (14):
(19) 1.06S-8.975($876,393.06) = -$6,832,000.00, or
(20)1.06S—
$7,865,627.71 = -$6,832,000.00, or
1.06S
= $1,033,627.71, or
S
= $ 975,120.48.
Substitute $876,393.06 for M and $975,120.48 for S in (3):
(21)G=$491,000.00+.0125 ($876,393.06)+ .08 ($975,120.48), or
G = $491,000.00+$10,954.91 +$78,009.64, or
G=$579,964.55.
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Proof:
S = $390,000+.3M+5/9G
=$390,000+$262,917.92+$322,202.53
=$975,120.45
M =$650,000 +2/9 G+.1S
=$650,000+$128,881.01+$97,512.05
= $876,393.06
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